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Abstract 
Up to the `70s, one could distinguish an apparent consensus in economics, in both theory and practice, a unity of opinion along 
unity collapsed, which led to a theoretical division in 
economic science. This division resulted in a fervent search for a comprehensive macroeconomic theory to replace the Keynesian 
paradigm and to handle the imbalances we experience today. This paper reviews the most important theoretical contributions to 
economic science during the past four decades and analyzes to what extent the theoretical progress has influenced economic 
policy. 
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1. Introduction 
The theoretical debates emerged in  due to two major flaws, one theoretical and 
one empirical. The theoretical flaw was that the mainstream approach continued to preserve a gap between 
macroeconomic practice and microeconomic principles. The empirical flaw was that economists could not 
adequately handle the rising rates of infl  Two main directions 
of research emerged in this context: the New Classical School, which set out to adapt macroeconomics to 
microeconomics and the New Keynesian School, which took the opposite approach. New Classical economists try 
to capture the aggregate behaviour of the economy, starting from the rational, maximizing behaviour of economic 
agents. On the other hand, since the existence of unemployment and business cycles was incompatible with 
microeconomic principles, New Keynesian economists tried to formulate a theory to account for such phenomena.  
 
Important theoretical progress has been made within these two research paradigms and each of them comprises 
numerous distinct directions of research. But on the whole, the common feature uniting these directions is that the 
New Classical economists analyze the economy within the Walrasian equilibrium framework, using the so-called 
market-clearing models; whereas, the New Keynesians analyze the economy in terms of disequilibrium and attribute 
business fluctuations to various market failures. 
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2. Current economic doctrines 
In what regards the New Classical School, its most important feature is the rational expectations hypothesis, 
which states that individuals act rationally when making their predictions about the future; this means agents make 
the most of the information they possess or are willing to acquire. One of the earliest applications of rational 
expectations was that of Thomas Sargent and Neil Wallace (1975); they 
about the Phillips curve even further, stating that, even in the short run, the inflation  unemployment trade-off 
could only work, if the increased inflation was not anticipated by economic agents. Unexpected inflation, on the 
other hand, temporarily lowers unemployment below its natural rate. Furthermore, the two authors asserted that 
systematic monetary policy is irrelevant to the path of output and employment, since it could only generate expected 
inflation. The New Classicals adopt an equilibrium approach, their models start from the assumption that prices are 
perfectly flexible, they continually adjust to equilibrate supply and demand  or to clear markets  hence the name 
"market-clearing models". A central idea introduced by the New Classical School is that a more realistic macro 
theory develops when it is grounded on the underlying microeconomic principles  in that it avoids internal 
inconsistencies and provides a better understanding of real economies. The New Classicals carried on the monetarist 
tradition regarding the quantity theory of money, but they departed from Friedman on other issues, such as 
the short-run Phillips curve. They were even more radical in pointing out the inefficiency of monetary policy and in 
primarily towards business fluctuations, which reflect monetary or real disturbances, whose economic effects 
depend on the costs of gathering information, on adjustment costs etc.  
 
Keynesian economists have also made significant progress since the beginning of the `80s, under the generic 
nts  driven by 
optimizing behavior  
observation that small barriers to price adjustment can have significant macroeconomic effects and generate 
considerable non-neutralities. However, the "label" Keynesian is very broad, there are numerous approaches within 
New Keynesian economics, but the one feature that unites them is the belief that economic fluctuations reflect some 
sort of market failure on a grand scale  the most common is the failure of prices and/or wages to adjust instantly to 
equilibrate supply and demand. This is the main difference from the New Classicals, who assume that prices and 
wages adjust continuously so that markets tend towards equilibrium. On the whole, the New Keynesian view 
considers that outcomes are not efficient, notably some mutually advantageous trades do not take place; this leads to 
chronic unemployment and underproduction, which, most often, require 
New Keynesian models also attempt to put Keynes on a firmer microeconomic foundation. In this respect, 
many new Keynesians have acknowledged the importance of rational expectations, and have started to incorporate 
them into their analyses.  
3. Current directions of research 
Microeconomic foundations and rational expectations - I
rebuild macroeconomics starting from microeconomic principles, while maintaining their fundamental axioms that 
individuals adopt an optimizing behavior and that markets tend towards equilibrium. The New Classicals rebuilt 
macroeconomics to take into account the way agents form expectations appropriate to their environment. By itself, 
the rational expectations hypothesis has no direct empirical implication; yet, together with other auxiliary 
hypotheses, it can have profound and startling implications. The wide acceptance of this axiom has probably been 
the most important achievement in economic theory during the past 3 decades; today even New Keynesian models 
use it, while maintaining wage or price rigidities: thus, the RATEX -
scale macroeconometric models of Keynesian inspiration, which prevailed at that time. According to Robert Barro, 
the use of rational expectations is closely connected to monetary neutrality. A relevant example is the business cycle 
theory, which postulates that incomplete information can generate monetary non-neutrality: shifts in money supply 
result in temporary confusions between the general price level and relative prices, which, in turn, lead to shifts in 
output and employment. Moreover, the rational expectations assumption has surprising implications for monetary 
policy: systematic policy measures are irrelevant to rational economic agents, while unpredictable, inconsistent 
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measures tend to have harmful effects. Rational expectations are usually considered incompatible with the 
Keynesian framework; therefore, integrating them into economic analysis is not enough to support monetary non-
neutrality, or to improve Keynes  theory. This incomplete theory provides numerous policy prescriptions, but 
behavior. Keynesian models also preserve 
important deficiencies regarding inflation and supply shocks, hence the dissatisfaction generated since the `70s. The 
few opponents of the RATEX hypothesis claim that economists should also consider and explore other premises: 
rational expectations have been introduced recently in economic science and their use still has unexplored 
consequences. Introducing rational expectations is risky
expectations, or how they can be influenced. The main objection is that the RATEX axiom often leads to different  
even conflicting  theoretical implications, meaning that its premises are not rigorously defined and we lack precise 
quantitative information on the pattern of rational expectations.  
 
The market-clearing models  These models start from the premise that prices adjust continuously to equilibrate 
supply and demand and they are closely related to the idea that markets function efficiently. Specifically, on cleared 
markets, it is impossible to improve outcomes, since they already encompass all of the mutually advantageous 
trades. Market clearing reflects the optimizing behavior of individuals: agents make their choices on consumption 
and work effort, so as to satisfy their needs and interests best; on the other hand, the market-clearing model 
postulates that agents  who are guided by their own interests  do not waste resources and therefore, achieve 
efficient outcomes. Thus, the market-clearing model becomes the natural macro complement of the microeconomic 
principles underpinning it. As to equilibrium, New Classical economists assume that certain conditions must be 
fulfilled when we add up the actions of all individuals. These a
refer to: (i) the equality between the quantities demanded and supplied on the goods market; (ii) the equality 
between the amounts borrowed and those lended and (iii) the equality between money demand and money supply. 
The model is based on , which postulates that fulfilling two of the three conditions above will 
necessarily ensure the compliance of the third, irrespective of which two conditions we choose to analyze. Thus, the 
market-clearing model can be depicted by the equilibrium conditions for the goods market and the monetary market: 
 
 
 
 
 
On the goods market, we only analyze the effects of the interest rate on aggregate demand and supply: a higher 
interest rate implies intertemporal substitution effects, which reduce current demand C and increase current supply 
Y, through an increase in labor. However, there are other variables that influence demand and supply  such as 
substitution and income effects  but these variables are left out, so that we can determine the equilibrium levels of 
the interest rate and of output on the goods market. On the monetary market, real money demand  M/P  is in a 
direct relation to current demand C and in an inverse relation to the interest rate; in the money demand equation, it is 
therefore convenient to replace current money demand by current supply (they are equal when the goods market 
clears), in order to determine the equilibrium interest rate and price. First of all, the equality between supply and 
demand on the goods market determines the interest rate R* and then, output and aggregate consumption Y* = C*. 
Then, by substituting the values of  the interest rate R* and output Y* in the money demand equation, when the 
money supply M is given, we can determine the general price level corresponding to equilibrium on both markets. In 
this manner, we do not need to know the price level in order to determine the interest rate. The simplicity and 
originality of the procedure derives from the fact that the price level is not part of the first equation; in other words, 
the price variations do not modify the demand and supply curves. Further on, we can analyze the shifts  either 
temporary or permanent  in the production function. The author demonstrates how a temporary reduction in the 
production function leads to a decrease in output and an increase in the interest rate and the price level. If the shift in 
the production function is permanent, the interest rate remains constant; the explanation is that the interest rate is a 
signal showing the cost of using resources in the present rather than the future. When the decrease in the production 
function is temporary, we deal with the scarcity of present goods relative to the future, whereas a permanent 
decrease does not alter the present situation relative to the future. Last, but not least, a very important implication of 
this model is monetary neutrality: a once-and-for-all change in the aggregate money supply will affect the nominal 
variables, but will leave the real variables  such as output and employment  unchanged.  
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Nominal and real rigidities  The third category in current research  specific to New Keynesian models  tries to 
rebuild macroeconomic theory, using a non-walrasian approach which incorporates microeconomic principles and 
market imperfections. The most common imperfection is the failure of prices and wages to adjust instantly to 
equilibrate supply and demand, but lack of a proper theoretical justification was a fatal flaw that undermined the 
consensus in economics: the nominal rigidities assumption is inconsistent  not only does it lack micro foundations, 
it is also incompatible with all microeconomic hypotheses. There are three main directions of research in the field of 
rigidities: (1) The first direction focuses on small nominal barriers to price adjustment. So far, economists have 
undertaken relatively few studies of price adjustment at the firm level, and the results are somewhat ambiguous, and 
even contrasting. Moreover, due to the idiosyncratic character of both firms and goods under analysis, studies of 
other firms or goods may generate different conclusions. In short, economists have not yet figured either the 
strategies and price policies of firms, or their adjustment mechanisms. One essential factor for adjustment policies is 
time: firms are more likely to adjust their prices with a time lag, rather than immediately following a demand 
increase. If these price policies are associated with considerable real rigidities, then the effects of nominal 
disturbances will not only be large, they will also be long-lasting. 
policies do influence the macroeconomic effects of nominal shocks, analyzing adjustment barriers is undoubtedly a 
pressing topic The second direction is focused on the study of real rigidities. If 
we accept the hypothesis that demand shocks can have substantial real effects  and not just on nominal prices  
then it means that there exist a series of factors which determine firms to seek only small adjustments of relative 
prices, in response to the demand-induced shifts in aggregate output. The analysis of these real rigidities must clarify 
the reasons why large shifts in output and employment are accompanied by merely small shifts in real wages. In this 
context, the active topics in current research include: efficiency wage models, market externalities, capital market 
imperfections, the cyclical evolution of demand elasticity, and a variety of other potential sources of real rigidities; 
(3) Finally, the third direction of research starts from the observation that studying microeconomic phenomena  
such as adjustment difficulties or real rigidities  turned out to be insufficient to explain large shocks in the 
economy; therefore, it is necessary to correlate these rigidities with the macroeconomic phenomena which they 
underpin and which we want to understand. But this undertaking is not equivalent to unifying the micro and macro 
levels of the economy: more often than not, simplifications that prove extremely useful in understanding 
microeconomic phenomena can lead to fatal mistakes in analyzing macroeconomic fluctuations. Therefore, the third 
direction focuses on the examination of macroeconomic evidence in what regards the effects of monetary 
disturbances and other aggregate demand shocks. Analyses that place aggregate demand shifts at the heart of 
business fluctuations have been an issue of major interest in economic research for a long time; and taking into 
account the difficulty and importance of the problem they try to deal with, they will certainly remain so for a long 
time to come. 
4. Impact of theoretical progress on economic policy 
led to the denigration of interventionism and 
to a reduction of the role of the state. This liberal counter-offensive was not merely theoretical, it was also put into 
practice, through the political orientation of decision-makers and the liberal economic policies of developed 
he political figures commonly associated with the institution of liberal regimes were 
Margaret Thatcher and Ronald Reagan. In the USA, President Reagan criticized interventionism and the neglect of 
able framework for the 
long run; the main objective was to improve economic performance by reducing the role of the government, and by 
avoiding past  policies, since their short-term approach had aggravated the existing imbalances. These 
political evolutions triggered heavy criticism from post-Keynesians, institutionalists, radicalists, Marxists and other 
heterodox economists, but also from the neoclassical synthesis of Paul Samuleson. Denigrated particularly in its 
political upsurge, Monetarism did not achieve the expected results and fell out of favor quite rapidly. Another attack 
own disciples, who were even more radical about state intervention. 
They criticized both Monetarist and Keynesian economists for the lack of theoretical rigor, particularly in what 
regards the micro-foundations of their macroeconomic models. The analyses undertaken by the New Classical 
-run Phillips curve and unemployment and led 
to the rejection of traditional econometric models and to the introduction of rational expectations. One of the most 
controversial implications of rational expectations was that of Sargent and Wallace (1975): systematic monetary 
policy is irrelevant to the evolution of consumption and to the unemployment rate. Of all the recent theoretical 
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developments in economic science, the ones that were generally accepted and integrated into economic models were 
-foundations of macroeconomics and rational expectations. Other contributions, such as 
market-clearing models, business cycle mechanisms  monetary or real  or the theorem of policy inefficiency were 
never really integrated into economic policy, due, in part, to empirical invalidation. Economists introduced rational 
expectations into their outdated macroeconomic models continued to use them in the formulation of economic 
policy. In other words, macroeconomists have not substantially changed the way they analyze the economy, the IS-
LM model, accompanied by the modern version of the Phillips curve  adapted to the rational expectations axiom  
is still the best way to formulate economic policy. Moreover, despite recent progress on the issue of rules versus 
discretion, economists still continue to use the fine-tuning, discretionary policies of Keynesian inspiration and to 
implement strong interventionist measures. This disparity between theory and practice has several possible 
explanations. Some researchers consider that economic decision-makers are behind on theoretical evolutions, they 
continue to use outdated models, without applying the rapid progress of the field. This hypothesis however, is not 
satisfactory, since it breaches a fundamental economic principle: it is equivalent to saying that a profit opportunity 
remains unexploited. Then, we could assume that the theoretical developments are not useful to macroeconomics: if 
they had been useful, they would have been integrated into economic policy. We might also be tempted to think that, 
due to the low impact of theoretical research on economic policy, theoretical research has no value whatsoever, but 
this conclusion is not at all justified. The past 30 years have represented a fertile period for macroeconomists. The 
recent progress however, has not been of the nature that can be rapidly adopted by economists, therefore, we 
. Over the long 
on the economy and on 
economic policy.  
5. Conclusions 
In conclusion, a major part of macroeconomic research during the past 3 decades has been trying to deal with the 
 in economics. Economists have focused upon founding their macro theories on 
sound microeconomic principles. In the search for a new paradigm, interdisciplinary research and new methods of 
economic analysis play an important role. Unfortunately, the relevance of research to the current economic problems 
is often neglected and there seems to be a large gap between theoretical progress and economic practice, as 
economists have failed to incorporate the new contributions into their policies. Economists still use the large 
econometric models based on the IS-LM diagram and the modern version of the Phillips curve. Macroeconomists 
should try to abandon the old ways and incorporate the new theoretical developments into their policies 
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